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From: Frederick D. Pablo, Director
Department of Taxation

Re: H.B. No. 1726 Relating to Taxation

The Department of Taxation (Department) offers the following comments on H.B. 1726 for the
Committee's consideration.

H.B. 1726 disallows Real Estate Investment Trusts (REITs) to deduct from itsincome
dividends paid to its unitholders. This measure would take effect upon its approva and apply to
taxable years beginning after December 31, 2013.

The taxation of REITs are specifically covered under Interna Revenue Code (IRC) sections 856
to 859. IRC section 857(b)(2)(B) alows for the deduction of dividends paid by aREIT. Hawaii's
income tax law currently conforms to IRC section 857; thus, REITs may deduct the dividends paid to
its unitholders and avoid income tax at the REIT level. Thisdeduction islimited by Hawaii Revised
Statutes (HRS) section 235-71(d) to the amount of dividends that is attributable to incomethat is
taxable for Hawaii income tax purposes. This measure disallows the deduction for dividends paid by
disalowing the dividends paid deduction at HRS section 235-71(d).

In addition to the amendment to HRS section 235-71(d), the Department suggests that HRS
section 235-2.3(b) be amended so that there is no potentia conflict of law. Hawaii generaly conforms
to IRC, Subtitle A, Chapter 1, which is IRC sections.1-1400, unless otherwise specified. IRC section
857 which alows for the REIT dividends paid deduction falls within this IRC section range. In order
eliminate any potentia conflict of law, the Departments suggests adding the following to HRS section
235-2.3(b) to clarify that the provision is not operative for Hawaii income tax purposes:

(31) Section 857 (b) (2) (B) (with respect to the dividends
paid deduction for real estate investment trusts);

Thank you for the opportunity to provide comments.
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SUBIJECT: INCOME, Real estate investment trusts
BILL NUMBER: HB 1726

INTRODUCED BY: Choy and Say

BRIEF SUMMARY: Amends HRS section 235-71(d) to provide that the state income tax imposed on
real estate investment trusts shall be computed prior to the adjustments provided by section 857(b)(2) of
the Internal Revenue Code (IRC). Deletes the qualification that the deduction for dividends paid shall
be limited to the amount of dividends attributable to the income taxable under Hawaii income tax law.

EFFECTIVE DATE: Tax years beginning after December 31, 2013

STAFF COMMENTS: Currently, under federal and state income tax law, a real estate investment trust
(REIT) is allowed a dividend paid deduction, unlike most other corporations, resulting in that dividend
being taxed once, to the recipient, rather than to the paying corporation. It appears that this measure is
intended to tax REITs the same as other corporations, and is attempting to make the dividends paid
deduction inoperative without regard to the federal deductions of dividends. As drafted, it is unclear as
no specific reference is delineated regarding section 857(b)(2) of the IRC other than “computed prior to
the adjustments provided by section 857(b)(2) of the IRC.”

Apparently the evil sought to be addressed by the bill is that REITs are in Hawaii but do not get taxed
because of the deduction allowed for dividends paid, while the REIT owners who receive the dividend
income are outside of Hawaii and don’t get taxed either because they are outside of Hawaii. If that is
the intent, then as a technical matter the following may be preferable:

1. The nonconformity item should be set forth in section 235-2.45, HRS, as nonconformity items are
normally listed in Code section order in sections 235-2.4 and 235-2.45, HRS. For example: “Section
857 of the Internal Revenue Code shall be operative for purposes of this chapter; except that section
857(b)(2)(B) relating to the dividends paid deduction shall not be operative.”

2. There would no longer be a need for section 235-71(d), HRS, and that subsection could be repealed.

3. The reference to subsection (d) in section 235-71(a), HRS, could be deleted. For example: “(a) A
tax at the rates herein provided shall be assessed, levied, collected, and paid for each taxable year on the
taxable income of every corporation, including a corporation carrying on business in partnership, except
that in the case of a regulated investment company the tax is as provided by subsection (b) [and-further
of 1954thetaxtsasprovidedimsubsection{d)]. “Corporation” includes any professional corporation
incorporated pursuant to chapter 415A and a real estate investment trust as defined in section 856 of the
Internal Revenue Code.”




HB 1726 - Continued

4. The reference in existing section 235-71(d), HRS, to sections 859 of the Internal Revenue Code in
any event should be repealed because that Code section has been repealed.

It also should be noted that some years ago there was a concern about Hawaii corporations that formed
“captive” REITs in order to claim both the dividend paid deduction at the REIT level and the dividend
received deduction at the parent corporation level. The department of taxation addressed this issue
administratively by Tax Information Release No. 98-6.
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